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The Retail Method of Inventory
statement of net income
THforA Ta correct
period in most manufacturing

and trading concerns is dependent on
proper valuation of merchandise inventories at the beginning and end of the
period is axiomatic. That reliable inventory data are necessary in preparing
balance sheets to be used as a basis for
credit, and in maintaining effective control
over stocks also is self-evident.
Incorrect statement of inventories frequently has results more far-reaching in
effect than mere inflation of the book profit
for one period and diminution of that for
another period. It may affect the amount
of income taxes paid, particularly as between two periods of differing tax rates;
or the amount of bonuses payable to employes, especially where a sliding scale is
used in computing the bonuses. Financial
statements containing improper inventory
valuations may indicate false trends, and
become a basis for misguided policies.
Hence the necessity for statements of
inventories in which the number of units
is correct, the valuations proper, and the
arithmetical computations accurate.
Conditions surrounding the World War
—a period of rapidly rising prices and inflation, followed by a period of even more
rapidly declining prices and depression—
served to focus attention on the inventory problem. The situation was accentuated by the advent of the income tax
and the high rates then prevailing. Modern
business conditions—the vast size of individual business units, and increased competition with their attendant problems—
also have tended to draw attention to the
inventory question, by way of demanding
more accurate and complete financial and
operating data for purposes of control and
administration.
In the retail field, particularly in the case
of department stores, the so-called retail
method of inventory has come to the fore.
Evidence indicates that various features of

this plan, in one form or another, have
been in use by certain concerns for a number of years. It is only recently, however, that the method has come into very
general use. Provision for the use of the
retail method of inventory now is embodied
in the "Standard Method of Accounting
for Retail Stores" prepared by the Controllers' Congress of the National Retail
D r y Goods Association. The principles of
the scheme have been accepted by the
Treasury Department, and taxpayers to
whom the retail method applies may follow it in the preparation of Federal income
tax returns, provided they observe the
general principles of the plan, and adhere
to it consistently from year to year.
The main feature of the retail method of
inventory is that it provides that inventories be taken at selling prices, and reduced to a cost basis by deducting from
the total the amount of mark-up (margin
added to cost in order to fix selling price)
applicable to the goods in question; this
being determined by applying to the total
of the inventory at selling price the percentage of mark-up contained therein as
ascertained from experience.
In its
broader sense, however, the plan is really
a method of accounting for merchandise,
in that it contemplates the accumulation
of data during a fiscal period which will
enable the management to maintain an
effective stock control. It further provides a book inventory which may be used
to prepare financial statements at more
frequent intervals than physical inventory
times, and to ascertain whether a stock
shortage exists when a physical count is
made.
The following form, taken from the uniform system above referred to, shows the
operation of the method. The spaces
filled with an 000 00 are not used.
It should be understood that a separate
computation is made for each department
or class of goods. In a department store,
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sub-departments frequently are created for
inventory purposes, in order to segregate
goods of different classes or varying rates
of mark-up.
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On line 2 is entered the same information for the total purchases made during
the period. This information is accumulated during the period in collateral records
designed for the purpose.
In the cost column on line 3 provision
Retail Inventory Method—Formula
is made for adding inward freight, express,
and cartage charges applicable to goods
purchased during the period, although
(3)
(2)
(4)
(1)
% of
sometimes these are excluded.
Cost
Retail Mark-up Mark-up
On line 4 is entered i n the retail and
1 Opening Inventory (lines
mark-up
columns the total amount of
9 and 10 of preceding
additional mark-ups taken during the
period)
2 Purchases
period, less subsequent cancellations of a
3 Freight, Express, and
part or all of these additional mark-ups,
Cartage Inward
000 00 000 00 000 00
4 Additional Mark - Ups,
if any. It frequently happens, in cases
less additional Mark-Up
where the market for certain goods adCancellations
000 00
000 00
vances, that the selling price is marked up
5 Total of Inventory, plus
to a point beyond that fixed when the
Additions
goods were purchased. A part or all of
6 Net Sales
000 00
000 00 000 00
this additional mark-up may be cancelled
7 Mark-Downs, less MarkDown Cancellations
000 00 000 00
000 00
subsequently as market conditions change.
The net additional mark-ups for the period
8 Total Retail Deduction
(sum of items 6 and 7).. 000 00
000 00 000 00
are entered on this line. Mark-downs
below original retail prices are excluded.
9 Resultant Retail Inventory (Retail Inventory on
They are treated as explained below.
line 5, column 2, minus
Line 5 is the total of the figures on the
item 8)
000 00
000 00 000 00
10 Calculation of Cost Perfour
preceding lines, and shows, at both
centage:
cost and selling price, the total amount of
(a) Total Percentage
100%
merchandise handled or available for sale
(b) Percentage of Markduring the period; the total amount of
up (line 5, column 4) %
(c) Percentage of Cost
mark-up applicable thereto; and the ratio
[(a) minus (b)] %
of total mark-up to total retail price.
11 Cost Inventory (Item 10
000 00 000 00 000 00
(c) applied to item 9)
Sales for the period, at retail, are entered
12 Resultant Mark-Up and
on
line 6, in the retail column. This figure
Percentage
(item 9,
000 00 000 00
minus item 11)
is taken from collateral records in which are
accumulated the amounts of individual
13 Gross Cost of Merchandise Sold (difference besales tickets.
tween Cost Inventories
It will be noted that mark-downs, less
on lines 5 and 11)
000 00 000 00 000 00
mark-down cancellations for the period, are
shown on line 7, i n the retail column. The
On line 1 are entered the inventory sum of this figure and the net sales for the
figures for the beginning of the period, at period, at retail (line 8), deducted from the
both cost and retail, as ascertained by the total amount of merchandise available for
retail method at the close of the preceding sale during the period, at retail (line 5),
period. The amount of mark-up con- gives, on line 9, the retail value of the goods
tained in the selling price of the goods then which should be on hand at the end of the
on hand is the difference between these period. This figure can be checked against
two. The percentage of mark-up is cal- a physical inventory taken at selling prices,
culated on the retail figure.
any discrepancy between the two indicating
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that a stock shortage or overage exists, depending on whether the physical inventory
figure is less or more than the book inventory figure.
Line 10 provides merely for calculation
of the ratio of cost to selling price of the
total amount of merchandise handled during the period, as shown on line 5. Obviously, this is the difference between 100%
and the percentage of mark-up on line 5.
This ratio then can be applied to the
closing inventory at retail (line 9), and the
cost price of the goods on hand at the end
of the period ascertained (line 11), and
used in the profit and loss statement.
Line 12 is the difference between the
retail value and the cost value of the closing
inventory, and represents the mark-up
applicable to the merchandise on hand,
and the ratio of mark-up to the retail value
of the inventory. Line 13 shows the cost
of sales for the period.
The question arises as to why markdowns are not offset against additional
mark-ups, and the net additional mark-up
or net mark-down entered on line 4; and
as to why cancellations of additional markups are not treated as mark-downs, and
mark-down cancellations treated as additional mark-ups. It will be noted that
additional mark-ups, and mark-downs are
shown separately; and further, that because of this, mark-downs do not have any
effect on the computation of the percentage of mark-up included i n the selling
price of the goods handled during the period
as shown on line 5; nor on the computation
of the cost percentage as shown on line 10.
The reason for the treatment prescribed
is fundamental to the operation of the
system. If mark-downs were offset against
additional mark-ups, and the net additional
mark-up or net mark-down only shown on
line 4, it is obvious that the spread between
the cost and retail figures shown on line 5
would be diminished. In other words,
the ratio of cost to retail would be greater;
and since this ratio is applied to the retail
value of the inventory at the end of the
period in order to arrive at the cost value
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of the same inventory, it follows that the
resultant cost value would be larger. On
the other hand, by following the method
prescribed, mark-downs do not figure in
the calculation of the ratio of cost to retail.
This results in a greater spread between
the cost and retail figures shown on line 5,
a lower percentage of cost to retail, and a
consequently lower cost valuation of the
closing inventory.
Goods presumably are marked down because of a decline i n the market which
would affect the replacement cost as well
as the selling price of goods. If markdowns are not allowed to affect the computation of the ratio of cost to retail prices
of the goods handled during the period, a
lower ratio will result, as described above.
This means that the lower ratio represents
the relation which normally should exist
between cost and retail prices: the normal
percentage of mark-up has not been reduced as it would be if forced mark-downs
were taken into account. If the lower
ratio of cost to retail therefore is applied
to the retail value of the inventory at the
end of the period, any merchandise i n cluded therein at marked down retail
prices automatically is valued at a price
lower than actual cost—replacement cost,
if such is lower than actual cost. The
method prescribed, therefore, automatically produces an inventory valued at cost
or market, whichever is lower.
By pursuing the same line of reasoning,
it should be apparent as to why cancellations of additional mark-ups are not treated
as mark-downs, and why mark-down cancellations are not treated as additional
mark-ups.
A number of advantages have been
claimed for the retail method of inventory.
It facilitates the taking of a physical i n ventory. A l l items may be inventoried
at retail. There are no cost codes to decipher, and consequently much less labor
involved, and fewer errors. It further
facilitates the valuation of an inventory
at cost or market, whichever is lower.
As described above, this is practically
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automatic. It frequently is a laborious situation is best met by keeping such mertask to reduce to market an inventory chandise separate from regular goods, and
taken at cost, inasmuch as the Treasury excluding it from all computations under
Department has ruled that blanket depre- the retail method of inventory.
ciation rates are not permissible, but that
The system requires considerable clerical
each item must be considered separately. work, particularly in keeping records of
The scheme is valuable in showing up additional mark-ups, mark-downs, and
stock shortages. Further, it really pro- cancellations thereof. However, studies
vides a book inventory, and thus enables made by the Harvard Bureau of Business
the preparation of accurate monthly state- Research indicate that these items are
ments without the necessity of taking a vital factors in retail stores, and that accuphysical inventory. In fact, a number of rate data regarding them should be made
concerns using the retail method have available in any case.
adopted the practice of taking a physical
The treatment of cash discounts and
inventory only as a means of disclosing freight in connection with the retail method
stock shortages, and have found it satis- of inventory presents some problems when
factory for this purpose to dispense with a these items are not treated as other income
general simultaneous physical count of all and deductions from income, but they are
departments, and to inventory each de- not insurmountable.
partment when convenient, such as at the
The National Retail D r y Goods Assotime when its stock is at its lowest point. ciation has recommended that stock turnAnother advantage is stated to be that over figures be calculated on retail prices,
the method trains buyers to think in terms for the sake of uniformity.
of retail prices, and provides information
The use of the retail method of inventory
through the book inventory feature which has been largely confined to department
is valuable in stock planning.
and specialty stores up to the present time,
A number of difficulties also have been and to other retail establishments whose
encountered in the operation of the method. situation is essentially the same. ObviIn the first place, it is essentially an averag- ously, it has limitations. In most small
ing method, and is subject to all the dis- establishments, the results secured in
advantages of averages. It assumes that order to maintain the system fully would
the percentages of high mark-up goods and not be worth the efforts expended. A n d
low mark-up goods in the closing inventory unless the method is followed in all reare practically the same as in the total spects, its usefulness is greatly diminished.
merchandise handled during the period. In establishments dealing in low-priced
This difficulty frequently may be obviated staple commodities, with a wide range of
by careful departmentization of the goods. prices and a rapid turnover, the method is
Another difficulty lies in the treatment less needed. Its greatest value seems to be
of purchases of merchandise for special in the department store field, where goods
sales at which the goods are all disposed of are thoroughly classified, and problems of
at low mark-ups. It is believed that this season and style are an element.

